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Mr. Francis Summers, Regional Director
Central Region

Defense Contract Audit Agency

6321 Campus Circle Drive East

Irving, TX 75063-2742

Re: Fina Report on the Quality Control Review of Ernst & Young LLP and Defense
Contract Audit Agency Audit of Southwest Research Institute for the Fiscal Y ear
Ended September 24, 1999, Assignment No. A-01-015-00
Report Number 1G-02-007

Dear Mr. Summers:

The subject final report is provided for your use. Please refer to the Executive Summary
for the overall review results. Our evaluation of your response is incorporated into the
body of the report. The Defense Contract Audit Agency’s (DCAA’s) comments on a
draft of this report were responsive to the recommendations. The DCAA’s planned and
completed actions are sufficient to close recommendations 1 through 3 and 5 through 7
for reporting purposes.

If you have questions concerning the report, please contact Mr. Chester A. Sipsock,
Program Director, Financial Management Audits, Quality, and Oversight, at (216) 433-
8960, or Ms. Vera J. Garrant, Auditor-in-Charge, at (202) 358-2596. We appreciate the
courtesies extended to the audit staff. The final report distributionisin Appendix I.

Sincerely,
[original signed by]
Alan J. Lamoreaux

Assistant Inspector General for Audits
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B/Acting Chief Financial Officer

B/Comptroller

BF/Director, Financial Management Division

G/General Counsel

H/Associate Administrator for Procurement
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Mr. Jerry McAfee, Branch Manager, Arlington Branch Office, Defense
Contract Audit Agency
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Ernst & Young LLP and Defense Contract Audit Agency
Audit of Southwest Resear ch Institute for the
Fiscal Year Ended September 24, 1999

Executive Summary

Background. The Southwest Research Institute (SwRI), San Antonio, Texas, isanon-
profit research and development organization dedicated to technology development and
transfer for applied engineering and physical sciences.

The Department of Defense (DOD) is the cognizant audit agency for SwRI. The DOD
Office of Inspector General (OIG) granted the National Aeronautics and Space
Administration (NASA), a Federal funding agency to SwRI, permission to perform a
quality control review of the Ernst & Young LLP and Defense Contract Audit Agency
(DCAA) audit of SWRI’s fiscal year ended September 24, 1999." The Single Audit Act
and the Single Audit Act Amendments® require the audit. The SwRI reported total
fiscal year Federal expenditures of about $34.7 million for NASA and total direct
Federal expenditures of about $139.2 million.

Appendix A provides details on the Single Audit requirements.

Review Objectives. We reviewed the Office of Management and Budget (OMB)
Circular A-133 audit report and supporting working papers for the SwRI audit for the
fiscal year ended September 24, 1999.

e Audit Report Review. The objective of our report review was to determine whether
the report that the SWRI submitted to the Federal Audit Clearinghouse® for fiscal year
1999 met the applicable reporting standards and OMB Circular A-133* reporting
requirements.

The San Antonio, Texas, office of Ernst & Young LLP and the DCAA SwRI suboffice performed the
single audit for the SwRI fiscal year ended September 24, 1999.

%Office of Management and Budget Circular A-133, “Audits of States, Local Governments, and Non-Profit
Organizations,” implements the requirements of the Single Audit Act and the Single Audit Act
Amendments. Appendix A contains details on the requirements of the Circular.

*The Single Audit Act Amendments of 1996, §7504(c), require the Office of Management and Budget to
establish the Federal Audit Clearinghouse to receive the Circular A-133 audit reports.

* See footnote 2.



e Working Paper Review. The objectives of our quality control review were to
determine whether Ernst & Young LLP and DCAA conducted the fiscal year 1999
audit in accordance with applicable standards and whether the audit met the auditing
and reporting requirements of OMB Circular A-133. Appendixes B and C contain
details on the objectives, scope, and methodology.

e Follow-up on Prior Findings. We also determined whether Ernst & Young LLP and
DCAA completed corrective action related to the findings identified in the
September 11, 1998, DOD OIG report number PO 98-6-017, “Quality Control
Review of Ernst & Young LLP and the Defense Contract Audit Agency, Southwest
Research Institute, Fiscal Y ear Ended September 27, 1996.” Appendix D contains
details on our follow-up of the DOD OIG findings and recommendation.

e Quality Control Review Scope Limitation. The $139.2 million of Federal
expenditures included $13.8 million of classified awards,” which represented about
10 percent of total Federal expenditures. None of the classified awards were
NASA-funded; therefore, we did not include those awards as part of our review. Our
opinion is, therefore, limited to our review of the DCAA SwRI suboffice audit,
excluding classified awards. For the Ernst & Young LLP audit, we limited our
review to accounts receivable, accounts payable, and other related areas such as
management representations and assessment of misrepresentations related to fraud
and litigation. See Finding B for afurther discussion of the DCAA audit of classified
awards.

Results of Audit. The Ernst & Young LLP auditors were responsible for auditing the
SwRI financial statements. On October 29, 1999, Ernst & Young LLP issued its audit
report on SWRI for the fiscal year ended September 24, 1999.

The DCAA auditors were responsible for auditing the research and development major
program. On August 28, 2000, DCAA issued its report on compliance and internal
control for SwRI for fiscal year 1999. The DCAA report also included an opinion on the
Schedule of Expenditures of Federal Awards.®

e Reported A-133 Results. The Ernst & Young LLP auditors (1) identified no
findings, (2) questioned no costs, and (3) issued an unqualified opinion’ on the
financia statements. The auditors also found no instances of noncompliance in the
financia statement audit that are required to be reported under generally accepted

® Classified awards are contracts, grants, and cooperative agreements that relate to national security.

® The Schedule of Expenditures of Federal Awards reports the total expenditures for each Federal program
for the period covered by the auditee’ s financial statements.

’An unqualified opinion means that the financial statements are presented fairly in all material respects;
expenditures of Federal funds are presented fairly in relation to the financia statements taken as awhole;
and the auditee has complied with all applicable laws, regulations, and contract provisions that could have
adirect and material effect on each major program.



government auditing standards (GAGAS).® Finally, the auditors noted no matters
involving internal controls relating to the financial statements that are considered to
be material weaknesses.”

The DCAA auditors (1) identified afinding, (2) questioned costs, (3) issued an
unqualified opinion on the Schedule of Expenditures of Federal Awards, and (4)
issued a qualified opinion'® on major program compliance. The auditors qualified
their opinion on major program compliance because they could not audit the
classified awards (see Finding B for further details). The auditors also noted no
matters involving internal controls relating to the major program that they considered
to be material weaknesses.

Report Quality Review Results. SwRI’s audit report meets the applicable reporting
guidance and regulatory requirementsin OMB Circular A-133.

Audit Quality Review Results. The Ernst & Young LLP audit work met the
applicable auditing guidance and requirementsin OMB Circular A-133 and its related
Compliance Supplement, GAGAS, and generally accepted auditing standards.

The DCAA audit work did not meet the applicable auditing guidance and
requirementsin OMB Circular A-133 and its related Compliance Supplement,
GAGAS, and generally accepted auditing standards. Overall, Federal agencies and
other users could not rely on the audit report because the DCAA auditors did not do
the following:

e Document and test internal controls for certain compliance requirements.
Consequently, report users had no basis to rely on the audit report assurances
related to internal controls (Finding A).

e Qualify the report to explain that only a portion of the classified awards was not
audited. Asaresult, report users may have mistakenly believed that none of the
classified awards were audited (Finding B).

®These standards are broad statements of the auditors' responsibilities promulgated by the Comptroller

General of the United States.

*The American Institute of Certified Public Accountants (AICPA) Statement of Position 98-3,

Appendix D, defines a material weakness as:
... acondition in which the design or operation of one or more of the internal control components
[control environment, risk assessment, control activities, information and communication, and
monitoring] does not reduce to a relatively low level the risk that misstatements in amounts that
would be materia in relation to the financial statements being audited may occur and not be
detected within a timely period by employees in the normal course of performing their assigned
functions.

19A qualified opinion means that, except for the effects of the matters related to the qualification, the

auditee complied with laws, regulations, and the provisions of contracts or grant agreements that could

have a material effect on each major program.



e Document reliance on the work of others for the procurement and suspension and
debarment compliance requirement.** Therefore, report users could not rely on
the auditors’ opinion that SwRI complied with the requirement (Finding C).

e Document working papers to support the opinion on the Schedule of Expenditures
of Federal Awards. Consequently, report users could not rely on the auditors
opinion that the Schedule of Expenditures of Federal Awards is materially stated
in relation to the financial statements taken as awhole (Finding D).

e Verify that the SwRI internal auditors’ working papers adequately documented
internal control testing. Asaresult, report users had no basisto rely on the audit
report assurances related to internal controls (Finding E).

e Prior Quality Control Review Follow-up Results. The Ernst & Young LLP
auditors completed the recommended corrective action to issue a report that addresses
internal controls and compliance in accordance with GAGAS at the financial
statement level and to refer to GAGAS in the audit report for fiscal year 1999. The
DCAA audit report accurately describes the compliance requirements tested. In
addition, DCAA completed the self-imposed corrective action to obtain training
related to OMB Circular A-133. Appendix D of our report contains details on our
follow-up of the DOD OIG findings and recommendation.

Other Mattersof Interest. During the report and quality control reviews, we identified
issues related to reporting and working paper documentation that should be brought to
SwRI and DCAA management’ s attention but did not affect the results of our review.
These issues are discussed in Appendix E.

Recommendations. We recommended that for the fiscal year 1999 and future years
audits, DCAA qualify itsreport for Federal awards that were not audited.

We also recommended that the Regional Director, Central Region, DCAA requireits
auditors to document their working papers for the reconciliation between the Schedul e of
Expenditures of Federal Awards, the incurred cost submission, and the financial
statements when performing an OMB Circular A-133 audit to opine on the Schedul e of
Expenditures of Federal Awards.

Finally, we recommended that for future audits, SwRI coordinate the audit
responsibilities for the OMB Circular A-133 audit through its cognizant agency for audit.

We had planned to recommend that for the fiscal year 1999 audit, DCAA perform the
necessary auditing procedures to support its opinion on the Schedule of Expenditures of
Federal Awards and to ensure that the SwRI internal auditors adequately document their
working papers for the internal control testing performed. However, the auditors
completed corrective action during our quality control review. Therefore, this report has
no recommendations to address those findings.

“Appendix A lists the 14 compliance requirements.



We had aso planned to recommend that for the fiscal year 1999 audit, DCAA document
the working papers and permanent files for the auditors understanding of internal
control, perform internal control testing, qualify its report for Federal awards that were
not audited, and perform an audit of the procurement and suspension and debarment
compliance requirement or determine the extent of reliance that DCAA can place on the
work that the Defense Logistics Agency performed related to this requirement. However,
the auditors completed corrective action for these recommendations subsequent to our
guality control review, but prior to our issuance of the draft of thisreport. Therefore, this
final report has no recommendations to address those findings.

DCAA’sResponse. The DCAA working paper documentation can be improved to better
document internal controls and the reconciliation of the Schedule of Expenditures of
Federal Awards to the accounting records, financial statements, and incurred cost
submission. DCAA issued a supplemental audit report, which included the assist audit
results and revised the qualification to identify the awards that DCAA did not audit.
Although the DCAA auditors did not adequately document their working papers, they
followed DCAA guidance on evaluating and using the work of Government technical
specialists to document the reliance placed on the Defense Contract M anagement
Agency’s (DCMA) review of SWRI’s purchasing system. Finally, the auditors had
reviewed the SwWRI Internal Audit Department’ sinternal control working papers to
determine the extent to which DCAA can rely on the SwRI’swork. However, the
internal auditors working paper documentation could be improved. DCAA will ensure
that future-year audits at SWRI include procedures to address the fiscal year 1999
findings and recommendations. The complete text of the DCAA responseisin
Appendix F.

SWRI’s Response. SwRI agreed for future years audits to contact its cognizant agency
for audit to coordinate the required audit activities and responsibilities among the audit
organizations. The complete text of the SwWRI responseisin Appendix G.

Evaluation of Management Responses. DCAA submitted additional working papers
and a supplemental audit report to our office in response to the draft of this report.

During our field work, we found that the DCAA working papers did not adequately
document the auditors' understanding of and the testing related to internal controls. After
our field work, the auditors included additional working paper documentation and revised
the existing internal control documentation to allow an independent reviewer to
understand the work performed. The additional and revised working papers adequately
document the auditors understanding of internal controls.

The DCAA guidance on using the work of Government specialists requires the auditors
to review the specialists audit report to understand the work performed and the degree of
reliance the auditors should have on the technical evaluation. The DCAA auditors
ensured that the specialists scope of work included the procurement compliance
requirement. However, the specialists' report does not state that the review was



performed to meet the OMB Circular A-133 audit requirements. Therefore, DCAA had
no assurance that the work was performed as required by OMB Circular A-133 until the
auditors reviewed the DCMA working papers that support the report.

DCAA’s completed corrective action for the 1999 audit and planned corrective actions
on future years' audits meet the intent of the recommendations. Therefore, all of the
recommendations directed to DCAA are closed, and report users can rely on the
information contained in the 1999 audit report. DCAA also provided general comments
related to the contents of the draft report (see Appendix H).

SWRI’s planned corrective action for future years audits meets the intent of the

recommendation. Therefore, the related recommendation is also closed for reporting
purposes.

Vi



I ntroduction

The Single Audit Act Amendments of 1996 (Public Law 104-156) and the June 24, 1997,
revision to OMB Circular A-133 require that an auditee obtain an annual audit of its
fiscal year Federal expenditures. The audit must be performed by independent auditors
and must be in accordance with the Single Audit Act Amendments of 1996, OMB
Circular A-133 and its related Compliance Supplement, and the GAGAS applicable to
financial audits.

A complete reporting submission in accordance with OMB Circular A-133 includes the
following: (1) financial statements and related opinion, (2) Schedule of Expenditures of
Federal Awards and related opinion, (3) report on internal controls and compliance
review on the financial statements, (4) report on internal control review and compliance
opinion on major programs, and a (5) Schedule of Findings and Questioned Costs.*?

Appendix A contains additional details on the Single Audit requirements.

2Appendix C describes the information in the Schedule of Findings and Questioned Costs.



Findings and Recommendations

Finding A. Internal Control Documentation and Testing

The DCAA auditors did not adequately document their understanding of or test internal
controls for the activities allowed or unallowed, allowable costs/cost principles, and
equipment and real property management compliance requirements. This occurred
because, instead of obtaining an independent understanding of the internal control system
at SwRI, the auditors used the standardized DCAA checklist. The auditors also did not
maintain the supporting information to demonstrate their understanding of internal
controls related to the compliance requirements audited. Without this information to
support the auditors’ conclusions and judgments related to the nature and extent of
internal control testing, report users had no basisto rely on the audit report assurances
related to internal controls. After our quality control review but before issuance of our
draft report, DCAA auditors completed corrective action for the current year’s audit by
revising and including additional working paper documentation for their understanding of
and testing related to internal controls. Therefore, report users can now rely on the audit
report assurances related to internal controls for the activities allowed or unallowed,
allowable costs/cost principles, and equipment and real property management compliance
requirements.

Working Paper Documentation Requirements

The American Institute of Certified Public Accountants (AICPA) Codification of
Statements on Auditing Standards 8339.05, “Content of Working Papers,” and GAGAS,
sections 4.34 through 4.37, “Working Papers,” require auditors to retain arecord of the
audit in the form of working papers to demonstrate that the applicable standards of field
work have been met. GAGAS further state that the form and content of the working
papers should allow an experienced auditor to understand the auditor’ s significant
conclusions and judgments. In general, the working papers should document the
objectives, scope, and methodology, including the sampling criteria the auditors used.
Specificaly, working papers should include enough information about the work
performed and the documents (transactions and records) examined so that an experienced
auditor would be able to examine the same documents and understand the auditors
judgments and conclusions.

Internal Control Requirements

In general, OMB Circular A-133 8 500(c) requires an auditor to perform procedures to
obtain an understanding of internal controls over Federal programs that is sufficient to
plan the audit for major programs and to plan and perform internal control testing. The
AICPA Statement of Position (SOP) 98-3, “ Audits of States, Local Governments, and
Not-for-Profit Organizations Receiving Federal Awards,” sections 8.7, 8.10, and 8.16,
describe the auditor’ s responsibilities for planning the review of internal controls for

major programs. The auditor must obtain a sufficient understanding of internal control



over Federal programs by performing procedures to understand the design of the five
internal control components® related to the A-133 compliance requirements for each
major program. The auditor must also determine whether the internal controls are
operating effectively. The auditor plans the internal control testing to support alow
assessed level of control risk for the assertions relevant to the compliance requirements
for each major program. SOP 98-3, section 8.16, explains:

... [Flederal agencies want to know if conditions indicate that auditees have not
implemented adequate internal control over compliance for federal programs to ensure
compliance with applicable laws and regulations.

The OMB Circular A-133 Compliance Supplement, Part 6, provides guidance on
reviewing the five components of internal controls for each type of compliance
requirement. The information in the Supplement is intended to assist non-Federal entities
and their auditors in complying with the internal control requirements by describing the
objectives of internal controls and certain characteristics that, when present and operating
effectively, may ensure compliance with the program requirements.

Auditors must assess control risk for the assertions related to Circular A-133 compliance
requirements for each major program and then perform the planned testing. The
Supplement does not provide suggested audit procedures because of the diverse internal
control systems among Federal award recipients. Therefore, auditors must determine the
appropriate internal control procedures.

DCAA Internal Control Documentation and Testing

The auditors did not adequately document the working papers for or test internal controls
for the activities allowed or unallowed, allowable costs/cost principles, and equipment
and real property management compliance requirements. The DCAA auditors used the
internal control section of the agency’s OMB Circular A-133 standard working papers to
support the documentation and testing of internal controls. The standard DCAA working
papersinclude an internal control checklist, which states that the auditors are to answer
the checklist questions and include supporting references. The instructions on how to
complete the checklist also state that there may be other internal control characteristics
not identified in the checklist and that every question in the checklist may not be
applicable to the organization audited. The standard DCAA checklist could be used asa
starting point; however, it does not provide for situations in which an organization’s
internal controls are different from the characteristics identified in the yes/no checklist.
The instructions aso do not provide guidance on how the auditors should describe other
internal control characteristics that are not identified in the checklist.

For each of the 14 compliance requirements, the checklist contains yes/no questions for
the 5 components of internal control. The checklist also requires the auditorsto test
internal controls for each question with a“yes’ answer. A “yes’ answer indicates that

3 The five components of internal control are the control environment, risk assessment, control activities,
information and communication, and monitoring.



the internal control is present at the organization. If the auditors use the standard DCAA
checklist every year, then for each “yes’” answer, the auditors will test the same control
rather than identify and test the controls they will rely on in the current year audit. In
addition, this approach does not include testing for other internal controls the auditors
identified that are not part of the standard yes/no checklist.

For each compliance requirement, the DCAA auditors prepared a summary working
paper that referenced other working papers that support the auditors' internal control
documentation and testing. In the section related to documentation, the auditors stated
their conclusions on internal controls. For example, some conclusions were that the
controls are “inadequate in part” or “moderate.” In the section for testing, the auditors
referenced other supporting working papers for the current assignment or that had been
completed as part of other assignments. The referenced working papers, however, are
only checklists, which do not provide further explanations to justify the “yes’ or “no”
responses.

Internal Control Documentation. The auditors relied on other assignments, policies
and procedures, permanent files, and their cyclical review of the SwRI accounting
systems to support their internal control documentation and testing for the compliance
requirements. However, the auditors did not describe the internal controls related to their
responses in the yes/no checklist. For example, the auditors answered “yes’ to the
following control environment question related to the equipment and real property
management compliance requirement:

Is management committed to providing proper stewardship for property acquired with
federal awards?

The auditors did not explain how proper stewardship was accomplished or who in
management provided stewardship for the property. In addition to the yes or no
response, the auditors included a reference to support their answer, but those references
were generally to other assignments or to SwRI policies, procedures, or manuals. Asa
result, the independent reviewer would need to read the entire audit file, policy,
procedure, or manual to understand the response to the internal control characteristic.
Because the internal control documentation is not sufficient, the independent reviewer
might understand the auditors’ responses in the DCAA interna control checklist only by
researching, reviewing, and analyzing every reference in the checklist.

Internal Control Testing. The auditors did not perform any internal control testing for
the fiscal year 1999 audit and did not complete the checklist sections related to internal
control testing. Rather, the DCAA auditorsrelied on the cyclical internal control reviews
that were performed in prior years as support for the fiscal year 1999 internal control
tests. Relying on cyclical reviews that were not performed in FY 1999 does not meet the
OMB Circular A-133 requirement to perform internal control testing on an annual basis.



Use of Cyclical Reviewsin A-133 Audits. Aspart of itsinternally required audit
procedures, DCAA performs cyclical reviews of the auditee’ sinternal control systems.
DCAA may use those reviews as the basis for documenting and testing internal controls
under the A-133 audit assignments and maintain the reviewsin DCAA’ s permanent files
on the auditee. However, the auditor must ensure the cyclical reviews include
documentation that addresses the A-133 compliance requirements. Maintaining the
internal control documentation for each compliance requirement in permanent files
would require the auditors to update the documentation annually and ensure, through
such procedures as observation and inquiry, that the same internal controls are still in
place and operating effectively. The auditor would perform testing or other auditing
procedures, as appropriate, to determine whether the controls are current.

We identified similar findings related to documentation and testing during a quality
control review of the DCAA working papers supporting the OMB Circular A-133 audit
of the Smithsonian Institution. Based on the Smithsonian review, we recommended that
DCAA document its working papers for the auditors' understanding of internal controls.
The DCAA corrective action approach was to document the permanent files for the
auditors understanding of the internal controls related to each of the 14 compliance
requirements that are applicable and material to the research and development major
program, which is the only major program at the Smithsonian. As applicable, the
auditors used the cyclical DCAA internal control reviews to support their understanding
of internal controls for each compliance requirement. The auditors identified the internal
controls they intended to rely on and test based on their documented understanding. For
the years DCAA has not scheduled a cyclical review related to a particular compliance
requirement, the auditors will determine whether the information in the permanent filesis
current and that it accurately reflects the current system of internal control for the
compliance requirement. If the controls are not current, the auditors will revise the
permanent file documentation accordingly. We concluded that the auditors' corrective
actions met the intent of our report recommendations.

Effect on the Audit

Without sufficient documentation of the auditors’ understanding of internal controls, we
could not fully understand the support for the auditors' conclusions and judgments
regarding the nature and extent of internal control or compliance testing. In addition,
reviewers will not be able to determine that the review of internal control was adequately
planned and executed for each compliance requirement to meet the OMB Circular A-133
audit objectives.

Without sufficient documentary evidence of the internal control tests, the independent
reviewer had no basisto rely on the SwRI internal controls. Further, Federal agencies
and other SWRI report users could not rely on the audit report’ s assurance that internal
controls are in place and operating effectively for the major programs that are identified
in the audit report.



We planned to recommend that for the fiscal year 1999 audits of SwRI, the Regional
Director, Central Region, Defense Contract Audit Agency:

= Require auditors to document their working papers for an understanding of the five
components of internal control for the activities allowed or unallowed, allowable
costs/cost principles, and equipment and real property management compliance
requirements so that an independent reviewer can understand the internal controls the
auditors’ relied on and tested.

= Plan and perform internal control testing for the activities allowed or unallowed,
allowable costs/cost principles, equipment and real property management compliance
requirements as required by OMB Circular A-133.

However, the auditors completed corrective action for the audit after our quality control
review, but before issuance of the draft report. Therefore, we consider corrective action
sufficient, and the recommendations do not address work performed in the current year’s
audit related to internal control documentation and testing.

Recommendations, Management Response, and Evaluation of Response

Werecommend that for each of the compliance requirementsthat hasadirect and
material effect on the major program in future audits of SwRI, the Regional
Director, Central Region, Defense Contract Audit Agency:

1. Requireauditorsto document their working papersfor an understanding of
the five components of internal control so that an independent reviewer can
under stand the internal controlsthe auditors relied on and tested.

2. Plan and perform internal control testing asrequired by OMB Circular
A-133.

DCAA’sResponse. Concur. The DCAA SwRI suboffice obtained an independent
understanding of the internal control system and performed the necessary testing of
relevant internal controls prior to the OIG quality control review. The working papers
could be improved to better document the steps taken to obtain an understanding of and
test internal controls. DCAA improved the working paper documentation by
summarizing the relevant internal controls relied on and ensured that the working paper
references were more specific.

For future years' audits at SwRI, DCAA will ensure that the working papers adequately
document the auditor’ s understanding and testing of internal controls for applicable
compliance requirements.

The complete text of the responseisin Appendix F.



Evaluation of Management’s Response. We reviewed the additional and revised
DCAA working paper documentation that identifies the internal controls DCAA relied on
and tested in the current years audit. We found that as revised and supplemented, the
working papers currently provide adequate documentation of the DCAA work performed.
Therefore, we concur with the DCAA statement that the auditors had already performed
internal control testing before the quality control review, but that the testing had not been
adequately documented to allow an independent reviewer to understand the work
performed. DCAA’s completed corrective actions are responsive to the
recommendations and are sufficient to close the recommendations for reporting purposes.

DCAA’s general comments related to Finding A and our responses are in Appendix H.



Finding B. Reporting Results of the Assist Audit

The DCAA audit report qualification did not accurately describe the scope limitation
related to an assist audit requested from the DCAA Field Detachment™ and did not state
that other awards not audited by the Field Detachment must be audited. This occurred
because the auditors did not incorporate the results of the DCAA Field Detachment audit
into the final report. Asaresult, the audit report may lead Federal agencies and other
report users to mistakenly believe that DCAA did not audit any of the $13.8 millionin
classified awards. Based on the current report qualification, Federal agencies may
believe that they must obtain an audit of their classified awards, and, therefore, some
classified awards may be audited twice.

Auditing Requirements and Reporting Guidance

Major Program Audit Requirements. OMB Circular A-133 requires an audit of the
major programs that the auditors determine to be high risk. Based on the OMB Circular
A-1338  .520risk analysis, the DCAA auditors determined that research and
development is the only major program at SWRI. All expendituresin the Schedule of
Expenditures of Federal Awards are for research and development. Therefore, thereis
only one major program, and all of the research and development expenditures are
subject to audit. In general, OMB Circular A-133 8 .500(c)(1) and (2) require the
auditors to obtain a sufficient understanding of internal controls to plan the audit and to
determine the nature, timing, and extent of internal control testing to support at least a
low level of control risk for major programs. OMB Circular A-133 8 .500(d)(1) and
(4) and AICPA SOP 98-3 require the auditors to determine whether the Federal award
recipient complied with the laws, regulations, and contract and grant provisions that
materially affect the major program. Compliance testing includes transaction testing and
other auditing procedures that provide the auditors with sufficient evidence to support an
opinion on compliance.

DCAA Auditing and Reporting Guidance. On October 28, 1998, DCAA issued
guidance in the Memorandum from Regional Director (MRD) 98-PIC 150(R), “Audit
Guidance on Limitation of Audit Scope When Performing an OMB Circular A-133
Audit.” In general, the MRD states that the DCAA regional field audit offices should
request assistance from the Field Detachment when the Schedule of Expenditures of
Federal Awards identifies classified expenditures. The Field Detachment is responsible
for coordinating with other Federal audit agencies to obtain an audit of the agencies
classified awards and to report the results to the regional field audit office, which
includes the suboffices. The guidance also states that DCAA field audit offices will rely
on the work of other DCAA offices, including the Field Detachment, without identifying
those offices in an audit report. Further, the DCAA Contract Audit Manual, Chapter 4-
1000, Section 10, “Relying Upon the Work of Others,” paragraph 4-1002a, states. “Work

The DCAA Field Detachment is responsible for auditing and reviewing classified awards.



performed by another DCAA auditor is to be presumed of sufficient quality based on
DCAA’s manageria controls.” The reporting section of MRD 98-PIC 150(R) further
advises the auditors:

Restrictions on the scope of the DCAA field audit office’s work on compliance may
require the auditor to express a qualified opinion or disclaim of opinion. For example,
the circumstances may be that DCAA’s portion of the coordinated audit of Federal
programs does not include the entirety of the auditee’'s Federal awards, the excluded
awards are significant, and the exclusions impact the auditor’s ability to form an overall
opinion on compliance over the Federal program. These circumstances may occur ...
when the Field Detachment is precluded from applying all the procedures considered
necessary to rely upon the work of another government audit organization. In such
cases, DCAA' s audit report will be revised as follows:

e The circumstances should be identified in a separate paragraph of DCAA’s Circular
A-133 audit reports, however, no mention will be made that any awards are
classified.

e Both the Scope and Results of Audit paragraphs in the audit reports ... should
specifically refer to this limitation on scope, and the audit opinion will refer only to
those awards listed in DCAA’s audit report.

DCAA Audit

The DCAA audit scope included all of the expenditures in the Schedule of Expenditures
of Federal Awards. The $13.8 million of expenditures identified in the Schedule as
“selected” are classified; therefore, the suboffice auditors could not audit the direct costs
associated with the selected awards. The classified awards are about 10 percent of the
expendituresin the Schedule. The DCAA SwRI suboffice requested that the Field
Detachment perform an audit of the selected awards. DCAA audited about $7.3 million
of the selected awards; the Field Detachment audited only about $.5 million of direct
costs, and the suboffice audited about $6.8 million of the indirect costs. The Federal
agencies that funded the remaining $6.5 million of selected awards denied SwRI
permission to grant the Field Detachment access to the information to perform the audit.
In addition, the Federal agencies did not provide SwRI information about whether they or
others audited the expenditures. Asaresult, neither the Field Detachment nor SwRI
could provide assurance that the responsible Federal agencies audited or obtained audits
on the remaining selected expenditures.

DCAA Audit Reports

The Field Detachment issued its report to the suboffice on August 15, 2000, and the
DCAA SwRI suboffice issued its report on August 28, 2000. The DCAA Field
Detachment states in the audit report that it performed the audit in accordance with OMB
Circular A-133 and that the audit scope included the following compliance requirements.
allowable costs/cost principles, period of availability of Federal funds, procurement and
suspension and debarment, and special tests and provisions. The Field Detachment



auditorsincluded a qualification for the selected awards they could not audit. The
DCAA SwRI suboffice did not receive the Field Detachment report in time to include it
in the overall DCAA audit report. However, the DCAA SwRI suboffice audit report
included a qualification that the auditors did not audit any of the selected awards. The
DCAA SwRI

suboffice audit report does not state that the auditors requested an assist audit from the
Field Detachment for the selected awards or that the audit for $7.3 million (5 percent) of
$139.2 million of expenditures had been completed.

Effect on the Audit

Federal agencies and other report users rely on the reported opinion on compliance for
each major program, as appropriate, based on an audit that is conducted in accordance
with the requirements of OMB Circular A-133. Users also rely on the reported internal
control assurances related to each major program. The report qualification did not state
that the selected awards were part of an assist audit for which results had not been
received or that only part of the classified awards was not audited. Therefore, based on
the report qualification, Federal agencies and other report users may rely on the statement
that the DCAA SwRI suboffice could not audit any of the classified expenditures. The
report qualification could mislead Federal agencies to mistakenly believe that they must
obtain an audit, causing classified awards to be audited twice.

Recommendations, M anagement Response, and Evaluation of Response

3. Werecommend that for fiscal year 1999 and future audits, the Regional
Director, Central Region, Defense Contract Audit Agency require auditorsto
comply with DCAA policy by:

e Reporting theresultson all the expenditures audited or including a
qualification for the assist audit results not yet received as of the last day
of field work.

e Qualifyingthereport for the selected awardsthat were not audited.

4. Werecommend that for future audits, the SwRI coordinate through its
cognizant agency for audit the audit responsibilities of the Federal and non-Feder al
auditorsto ensurethat each Federal agency’sclassified awards have been audited.

DCAA’sResponse. Concur. The SwRI suboffice issued theinitial report on August 28,
2000, and had not yet received the audit report from the Field Detachment. The initial
report included a qualification on the awards not audited, but did not mention that the
assist audit had not been received. DCAA issued a supplemental audit report on

August 13, 2001, to incorporate the assist audit results that were received after August
28, 2000, and to update the qualification on awards not audited. DCAA provided a copy
of the supplemental audit report to the NASA OIG office.
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DCAA will ensure that future fiscal year audit reports at SwRI include appropriate
qualifications on assist audits not received and awards that were not audited (see
Appendix F).

SwWRI’s Response. Concur. SwRI agreed to contact its cognizant agency for audit to
coordinate the required audit activities and responsibilities among the audit
organizations. The complete text of the SwRI responseisin Appendix G.

Evaluation of Management’s Response. DCAA’s completed corrective actions are
responsive to the recommendations and are sufficient to close them for reporting
pUrposes.

The SwRI planned corrective action for future years audits meets the intent of the
recommendation and is sufficient to closeit for reporting purposes.
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Finding C. Relyingon theWork of Othersto Test Procurement and
Suspension and Debar ment

The DCAA auditors did not adequately plan, execute, and document the annual review
and test of the procurement and suspension and debarment compliance requirement™ to
meet the OMB Circular A-133 audit requirement. This occurred because DCAA did not
review the work of nonauditors who performed these tasks to determine whether the
work was reliable. Asaresult, there was no basisto rely on the fiscal year 1999
procurement and suspension and debarment processes at SwWRI and on the auditors
compliance opinion for the requirement. After our quality control review but before
issuance of the draft report, DCAA auditors completed corrective action by reviewing the
nonauditors’ work and documenting the review in the auditors working papers.
Therefore, report users can now rely on the audit report compliance opinion related to the
procurement and suspension and debarment compliance requirement.

Procurement Audit Requirements

Asdiscussed in Finding A, OMB Circular A-133 and AICPA SOP 98-3 require the
auditors to document and test internal controls for each compliance requirement. The
regulations al so require auditors to determine compliance with the laws, regulations, and
contract and grant provisions that materially affect the major program. Compliance
testing includes tests of transactions and other auditing procedures to support an opinion
on compliance. AICPA SOP 98-3, sections 6.36, 6.37, and 6.39, state that the purpose of
the compliance testing is to provide the auditor with sufficient evidence to support an
opinion on compliance for each major program and that the auditors should apply
procedures to provide reasonable assurance of detecting material noncompliance.

Part 3, section I, of the Compliance Supplement provides the auditors guidance on
reviewing compliance for the procurement requirement. The auditors must satisfy the
audit objectives to determine compliance and may use the suggested audit procedures
contained in the Supplement. The Compliance Supplement states that the auditors must
determine whether:

1. Procurements were made in compliance with the provisions of the A-102 Common
Rule, OMB Circular A-110, and other procurement requirements specific to an award.

2. The non-Federal entity obtained the required certifications for covered contracts and
subawards.

Auditor Qualifications

OMB Circular A-1338 __ .105 defines an auditor as“... a public accountant or a
Federal, State or local government audit organization, which meets the general standards
specified in GAGAS.” GAGAS, Chapter 3, describes the following general standards for
conducting financial and performance audits:. staff qualifications, independence, due

Appendix A lists the 14 compliance requirements.
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professional care, and the presence of quality controls. In general, the audit organization
has the responsibility to ensure that the staff conducting each audit collectively has the
knowledge and skills necessary for that audit and that its staff maintains professional
proficiency through continuing education and training. In addition, the audit
organization and the individual auditors should be free from impairments to
independence and should maintain an independent attitude and appearance in all matters
related to the audit work. The auditors must perform the work with due professional
care, which imposes a responsibility on each auditor to observe GAGAS. Finally, each
audit organization conducting audits in accordance with these standards should have an
appropriate internal quality control system in place and undergo an external quality
control review at least once every 3 years. General standards apply to all audit
organizations, both government and nongovernment that conduct audits of government
organizations, programs, activities, and functions and of government assistance received
by non-government organizations.

DCAA'’s Reliance on Nonauditors

The DCAA auditors determined that the procurement and suspension and debarment
compliance requirement has a direct and material effect on the research and development
program at SwRI. The DCAA auditors used the results of a procurement system review
of SWRI that was performed by the DOD Defense Logistics Agency (DLA),*® an
organization that does not meet the OMB Circular A-133 definition of an auditor. DLA
reviewed and approved the SwRI procurement system and issued a report with its results
on June 9, 2000. DLA did not perform the procurement system review in accordance
with GAGAS. Therefore, DCAA should have reviewed the DLA procurement work to
determine the extent to which DCAA may have relied on the DLA work to meet OMB
Circular A-133 audit requirements. However, the DCAA auditors did not review the
DLA organization to determine whether it met the OMB Circular A-133 auditor
definition or whether the DLA work satisfied the audit objectives for the procurement
compliance requirement. Finally, DCAA did not qualify its audit report to state that
DCAA could not determine whether it could rely on the DLA work. Although DLA
agreed to include procedures in its scope to meet the OMB Circular A-133 audit
requirements for procurement and suspension and debarment, DCAA neither reviewed
DLA’swork nor qualified the report because DLA did not provide its working papers to
DCAA.

Effect on the Audit
The DCAA auditors did not audit the procurement and suspension and debarment

compliance requirement for the SwRI fiscal year 1999. Because auditors determined that
the procurement requirement materially affects the research and development program,

16 At the time of the DCAA audit, DLA was part of the Defense Contract Management Command
(DCMC). Asof 2001, the Defense Contract Management Agency was formed from DCMC and now
performs the purchasing system reviews for SwRI.
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the audit was incomplete without an audit of this requirement. In addition, Federal
agencies and other report users could not rely on the report opinion on compliance
because DCAA did not audit a major program requirement.

We planned to recommend that the Regional Director, Central Region, Defense Contract
Audit Agency, require its auditors to audit the procurement and suspension and
debarment compliance requirement in accordance with OMB Circular A-133 and its
related Compliance Supplement for the fiscal year 1999 and future year audits, including
determining the extent of reliance that can be placed on the work of DLA. However, the
DCAA auditors completed corrective action for the audit after our quality control review
but before issuance of the draft report. Therefore, we consider corrective action
sufficient, and we make no recommendations to address work performed to support
reliance on the work of others.

Management’s Comments. Concur. DCAA responded that the SwRI suboffice
adequately followed DCAA guidance to document the reliance placed on the DLAY
review of SWRI’s purchasing system. The DCAA Contract Audit Manual (CAM)
Appendix D, Section D-302, provides specific guidance on evaluating and using the work
of government technical specialists. The CAM does not require the DCAA auditor to
specifically review the DLA team'’ s working papers as a prerequisite for placing reliance
onitswork. Infact, the CAM states that the auditor will use the work of the specialist
unless findings are obviously unrealistic or procedures used appear to have been
inadequate.

In accordance with the guidance, the DCAA’ s working papers documented the (1)
auditor’ s understanding of the work of the DCMA contractor purchasing system review
(CPSR) team and (2) degree of reliance the auditor placed on the DCMA CPSR,
including the impact on the audit results. DCAA coordinated with the DLA team at the
beginning of the DLA review to ensure the review would include the procurement and
suspension and debarment compliance requirement. Based on DCAA discussions with
the DLA team and review of the team’ s report, DCAA concluded that the team
adequately covered this compliance requirement, and DCAA had no reason to believe
that the findings were unrealistic or that procedures used were inadequate.

In response to our draft of this report, the SwRI suboffice coordinated with the DLA team
leader and reviewed applicable working papers to resolve the issue discussed in this
finding. DCAA provided the NASA OIG with documentation of its review of the
working papers. DCAA Headquarters, Policy and Plans will coordinate with the NASA
OIG on theissue of reviewing DCMA CPSR team working papers (see Appendix F).

Evaluation of Management’s Comments. OMB Circular A-133 8 .500(a) requires
the auditors to perform an audit in accordance with GAGAS. GAGAS paragraph 1.9
incorporates the AICPA auditing standards by reference. The DCAA guidanceis similar
to the AICPA Codification of Statements on Auditing Standards section 336, “Using the

Y DCAA refersto DCMC in its response to the draft of this report. DLA is part of DCMC. See footnote
16.
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Work of a Speciaist.” The DCAA guidance encourages auditors to use the work of the
Government specialist based on documenting the working papers for the (1) auditors
understanding of the work performed by the specialist after reviewing the specialist’s
report and (2) the degree of reliance the auditor placed on the specialist’s technical
evaluation. In contrast to the DCAA guidance, the AICPA guidance states the auditors
should review the specialist’s qualifications and working papers.

During our quality control review, the DCAA Auditor-in-Charge explained that he
contacted the DLA reviewer who agreed to include certain stepsin the DLA CPSR
review to satisfy an audit of the procurement and suspension and debarment compliance
requirement in accordance with OMB Circular A-133. The Auditor-in-Charge obtained
and reviewed a copy of the DLA audit program to ensure it included the appropriate audit
steps. However, the DCAA working papers contain no evidence that the auditors
determined the qualification of the DLA reviewer or that DCAA reviewed DLA’s work.
The Auditor-in-Charge had requested areview of DLA’ s working papers but, as of the
date of our quality control review, DLA had not provided them.

In addition, the DLA report does not state that the review was also performed to meet the
auditing requirements for the procurement compliance regquirement in accordance with
OMB Circular A-133. Therefore, without the DCAA auditor’s review of the DLA
working papers, there is no assurance in the DCAA working papers that DLA performed
the work to meet the OMB Circular A-133 requirements. Nevertheless, DCAA has
implemented corrective action.
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Finding D. Opinion on the Schedule of Expenditures of Federal
Awards

DCAA was responsible to opine on whether the Schedule of Expenditures of Federal
Awardsis presented fairly in all material respects to the financial statements taken asa
whole, as required by OMB Circular A-1338  .505 (a) and AICPA SOP 98-3 85.1.
However, the DCAA auditors did not document their working papers for the
reconciliation of the Schedule of Expenditures of Federal Awards to the financial
statements. The auditors assumed they had performed and documented the reconciliation
in another assignment. Asaresult, there was no working paper documentation to support
the auditors’ opinion. Therefore, Federal agencies and other report users could not rely
on the audit report opinion that the Schedule of Expenditures of Federal Awardsis
presented fairly. During the quality control review, the auditors presented evidence to us
that they had performed the reconciliation but did not include the evidence in the working

papers.

Reconciliation Requirement

OMB Circular A-133, 8 .300(d), requires the auditee to prepare a Schedule of
Expenditures of Federal Awards. AICPA SOP 98-3, 85.5, requires the auditee to
reconcile the amounts presented in the financial statements to the related amountsin the
Schedule. OMB Circular A-133, 8 .505(a), and AICPA SOP 98-3, 85.1, require the
auditor to determine and opine on whether the Schedule is presented fairly in all material
respectsto the financial statements taken as awhole.

DCAA Audit Effort

Although DCAA was responsible for opining on the Schedule of Expenditures of Federal
Awards, the auditors did not prepare aworking paper to support their opinion that the
Schedule was fairly presented in relation to the financial statements taken as awhole.

To meet the OMB Circular A-133 audit requirements, DCAA audited the SwRI incurred
cost submission, which identifies actual costs by Federal award and then by cost element.
DCAA segregated the incurred cost submission into several audits by cost element, for
example, other direct cost, labor, and material. The auditors reconciled the cost elements
from the general ledger and trial balance to the accounting records. In addition to the
individual audits, DCAA established an assignment to perform general reconciliations of
the general ledger to the incurred cost submission, income tax returns, and the financial
statements. The auditors presumed the Schedule would reconcile to the financial
statements as part of this assignment. DCAA auditors completed the general
reconciliations on February 24, 2000, but they did not receive the final Schedul e of
Expenditures of Federal Awards until June 2000. The final Schedule included Federal
and non-Federal expenditures of about $160 million. SwRI reported total Federal and
non-Federal revenue in the 1999 financial statements of about $304 million of which
$170 million was Federal revenue and $134 million was commercial revenue. DCAA
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auditors explained that, based on the expenditures in the financial statements and their
knowledge of SwRI, the $160 million in the Schedule represents only Federal awards.
Nevertheless, the auditors did not reconcile the expenditures in the SwRI Schedule to the
financia statements as of June 2000.

During the quality control review, the auditors provided areconciliation of the
accounting records to the Schedule of Expenditure of Federal Awards. The DCAA
auditors had performed the reconciliation but did not include the evidence in the working
papers. The auditors then amended the working papers to include the reconciliation.

Effect on the Audit

Federal agencies and other report users would not be able to rely on the audit report
opinion that the Schedule of Expenditures of Federal Awardsis presented fairly in all
material respects to the financial statements taken as a whole without performing the
necessary audit procedures.

We planned to recommend that for the fiscal year 1999 audit, DCAA auditors perform
the necessary auditing procedures to support their opinion on whether the Schedule of
Expenditures of Federal Awardsis presented fairly in all material respects to the financial
statements taken as awhole. However, the auditors completed corrective action for the
audit during the quality control review. Therefore, we consider corrective action
sufficient, and no recommendations address work performed to support an opinion on the
Schedule in relation to the financia statements.

Recommendations, M anagement Response, and Evaluation of Response

We recommend that the Regional Director, Central Region, Defense Contract
Audit Agency, require auditors who perform OMB Circular A-133 audits to:

5. Document their working papers for the reconciliation of the Schedule of
Expenditures of Federal Awards to the contractor’s incurred cost
submission.

6. Document the reconciliation between the Schedule and the financial
statements.

DCAA’sResponse. Concur. The SwRI suboffice performed procedures to reconcile the
Schedule of Expenditures of Federal Awards to the accounting records, financial
statements, and incurred cost submission. DCAA agreed that the working paper
documentation could be improved and provided the OIG the revised working paper
documentation for review.
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DCAA will ensure that future fiscal year audits at SwRI include adequate working paper
documentation on the reconciliation of the Schedule of Expenditures of Federal Awards
to the accounting records, financial statements, and incurred cost submission (see
Appendix F).

Evaluation of Management’s Response. DCAA’s completed corrective actions are

responsive to the recommendations and are sufficient to close the recommendations for
reporting purposes.
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Finding E. Internal Auditors Documentation of Internal Control Tests

The DCAA auditorsrelied on the internal auditors' work; however, DCAA had not
ensured that the internal auditors adequately documented their working papers for their
internal control testing for the matching and level of effort, reporting, and special tests
and provisions compliance requirements. This occurred because DCAA did not
adequately review the internal auditors working papers. Without adequate
documentation, Federal agencies and other report users could not rely on the audit report
assurances related to internal control without oral explanations. During our quality
control review, the internal auditors completed the required working paper
documentation.

Documentation Requirements

The AICPA Codification of Statements on Auditing Standards §339.05, “Content of
Working Papers,” and GAGAS, sections 4.34 through 4.37, “Working Papers,” require
auditorsto retain arecord of the audit in the form of working papers to demonstrate that
the applicable standards of field work have been met. GAGAS further state that the form
and content of the working papers should allow an experienced auditor to understand the
auditor’ s significant conclusions and judgments. In general, the working papers should
document the objectives, scope, and methodol ogy, including the sampling criteriathe
auditors used. Specifically, working papers should include enough information about the
work performed and the documents (transactions and records) examined so that an
experienced auditor would be able to examine the same documents to understand the
auditors' conclusions and judgments.

Audit Requirements

The June 24, 1997, revision of OMB Circular A-133 describes the audit scope in
§ .500. Ingeneral, the auditors are required to plan the audit to meet the following

required internal control and compliance objectives:

e Planthetesting of internal control for each major program to support alow assessed
level of control risk for the assertions relevant to the compliance requirements.

e Perform the planned internal control testing.

e Determine whether the audited organization has complied with laws, regulations, and
the provisions of contracts or grant agreements that may have a direct and material
effect on each of the major programs audited.

Internal Audit Oversight Requirements

Internal auditors from nonprofit organizations are specifically excluded from the OMB
Circular A-133 definition of an auditor. Therefore, internal auditors may not issue OMB
Circular A-133 reports. Asaresult, DCAA must review and accept the internal auditors
work asits own and issue OMB Circular A-133 reports. AICPA Codification of
Statements on Auditing Standards 8322.08 through .11 require auditors to assess the
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competency and objectivity of the internal auditors when the internal audit work may
affect the nature, timing, and extent of the auditing procedures. Sections .23 through .26
require the auditor to evaluate, through testing, the quality and effectiveness of the
internal auditor’s work when the work is expected to affect the audit procedures. The
auditor's evaluation should consider such factors as whether the internal audit scope will
meet the objectives, adequacy of the audit programs, working paper documentation, and
the conclusions reached. Section 322.27, “Using Internal Auditorsto Provide Direct
Assistance to the Auditor,” states:

In performing the audit, the auditor may request direct assistance from the internal
auditors. This direct assistance relates to work the auditor specifically requests the
internal auditors to perform to complete some aspect of the auditor’s work. For example,
internal auditors may assist the auditor in obtaining an understanding of internal control
or in performing tests of controls or substantive tests, consistent with the guidance about
the auditor’s responsibility .... When direct assistance is provided, the auditor should
assess the internal auditors competence and objectivity ... and supervise, review,
evaluate, and test the work performed by internal auditors to extent appropriate in the
circumstances. The auditor should inform the internal auditors of their responsibilities,
the objectives of the procedures they are to perform, and matters that may affect the
nature, timing, and extent of audit procedures, such as possible accounting and auditing
issues. The auditor should also inform the internal auditors that all significant accounting
and auditing issues identified during the audit should be brought to the auditor’s
attention.

The Defense Contract Audit Manual contains similar guidance about using the work of
other auditors.

| nternal Audit Work

The DCAA auditors reviewed and approved the audit programs that the SwRI internal
audit department used to compl ete the sections of the audit DCAA assigned to the SwRI
audit department. In addition, DCAA reviewed the internal auditors’ conclusions and
judgments for each of the compliance requirements to determine whether DCAA agreed
with the internal auditors' opinion on compliance. However, the DCAA review of the
internal audit work did not identify deficienciesin the internal audit working paper
documentation.

The internal auditors included comments in the audit programs related to internal controls
and referenced working papers to support the comments. However, the referenced
working papers did not include documentation to support the comments the SwRI

internal auditors had in their audit programs. The internal auditors explained to us that
they reviewed the internal controls as they performed the compliance testing, but they
had not adequately documented their working papers to support the review. Through an
oral explanation from the SwRI internal auditors, the independent reviewers understood
the work that the internal auditors performed and how the work related to the comments
in their audit programs.
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Effect on the Audit

DCAA did not ensure that the internal auditors documented their internal control testing
for the compliance requirements that have a direct and material effect on the research and
development program. Consequently, independent reviewers could not determine
whether the internal auditors tested internal controls as required by OMB Circular A-133.
Also, theinternal auditors did not document their working papers to support the internal
control assurances in the audit report. Therefore, Federal agencies and other report users
could not rely on the audit report assurances related to internal controls.

We planned to recommend that for the fiscal year 1999 audit, the DCAA auditors not
place reliance on the work of the SwRI Internal Auditor Department unless they
document their working papers to support internal control testing for each compliance
requirement within the internal auditors’ scope. However, the internal auditors
completed corrective action for the fiscal year 1999 audit during our quality control
review. Therefore, we consider corrective action sufficient, and no recommendation
addresses the fiscal year 1999 audit.

Recommendation, Management Response, and Evaluation of Response

7. Werecommend that for futureyears audits, the DCAA auditorsnot place
reliance on thework of the SwRI Internal Auditor Department unlessthe
inter nal auditors document their working papersto support internal control
testing for each compliance requirement within theinternal auditors' scope.

Management’s Response. Concur. DCAA reviewed the SwRI Internal Audit
Department’ s working papers relating to the internal auditors' work on understanding
and testing internal controls so that DCAA could rely on the SwRI work. DCAA agreed
that the internal auditors' working paper documentation for internal controls could be
improved. The internal auditors revised the working papers relating to obtaining an
understanding and testing of internal controls for the compliance requirements they
reviewed. Theinternal auditors provided the OIG the revised working papers for review.

DCAA will ensure that future fiscal year audits at SwRI include adequate working paper
documentation to support that DCAA can rely on the internal control work of the SwRI
Internal Auditor Department for each compliance requirement within the internal
auditors' scope (see Appendix F).

Evaluation of Management’s Response. DCAA’s completed corrective action is

responsive to the recommendation and is sufficient to close the recommendations for
reporting purposes.
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Appendix A. Single Audit Requirements

The Inspector General Act of 1978, as amended (Public Law 95-452), requires an
agency’s Inspector General to “take appropriate steps to assure that any work performed
by non-Federal auditors complies with the standards established by the Comptroller
General.”

The Single Audit Act of 1984 (Public Law 98-502) was intended to improve the financial
management of state and local governments, while the Office of Management and Budget
(OMB) Circular A-133, “ Audits of States, Local Governments, and Non-Profit
Organizations,” was intended to improve financial management for nonprofit
organizations. The Act and the Circular established uniform requirements for audits of
Federal financial assistance, promoted efficient and effective use of audit resources, and
helped to ensure that Federal departments and agencies rely on and use the audit work to
the maximum extent practicable.

The Single Audit Act Amendments of 1996 (Public Law 104-156) incorporate the
previously excluded nonprofit organizations. Including the nonprofit organizations
strengthens the usefulness of the audits by establishing one uniform set of auditing and
reporting requirements for all Federal award recipients that are required to obtain asingle
audit. Major changesto the Act include: (1) increasing the audit threshold from $25,000
to $300,000 with respect to Federal financial assistance programs before an audit is
required; (2) selecting Federal programs for audit based on arisk assessment rather than
the amount of fundsinvolved; and (3) improving the contents and timeliness of single
audits.

The revised OMB Circular A-133 was issued on June 24, 1997, pursuant to the Single
Audit Act Amendments of 1996. In general, the Circular requires that an auditee who
expends $300,000 or more annually in Federal awards, obtain an audit and issue a report
of its Federal award expenditures in accordance with GAGAS applicable to financial
audits. The audit must be performed by auditors who meet the independent standardsin
GAGAS and in accordance with the auditing and reporting requirements of the Circular
and its related Compliance Supplement. The audit report submission contains:

e financia statements and related opinion,

e Schedule of Expenditures of Federal Awards and related opinion,

e report on the internal controls and compliance review of the financial
statements,

e report on internal controls reviewed and compliance opinion on major
programs, and

e Schedule of Findings and Questioned Costs.
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The auditee must also submit a Data Collection Form to the Federal Audit Clearinghouse.
The form summarizes the significant information in the audit report for dissemination to
the public through the Internet. Responsible officials from the audited entity and the
audit organization sign the form certifying to the information presented.

The Compliance Supplement is based on the requirements of the Single Audit Act
Amendments of 1996 and the final June 30, 1997, revision of OMB Circular A-133,
which provide for the issuance of a compliance supplement to assist auditorsin
performing the required audits. The National State Auditors Association study states:

The Compliance Supplement provides an invaluable tool to both
Federal agencies and auditors in setting forth the important provisions
of Federa assistance programs. This tool allows Federal agencies to
effectively communicate items which they believe are important to the
successful management of the program and legislativeintent . . ..

Compliance with the Supplement satisfies the requirements of OMB Circular A-133.
The Supplement identifies Federal programs by Federal agency. The Supplement
identifies existing and important compliance requirements, which the Federal
Government expects the auditors to consider as part of an audit required by the 1996
Amendments. Using the Supplement eliminates the need for the auditors to research the
laws and regulations for each major program audit to determine the compliance
requirements that are important to the Federal Government and that could have a direct
and material effect on the major program. The Supplement is a more efficient and cost-
effective approach to performing this research. As stated in the Supplement, it “...
provides a source of information for auditors to understand the Federal program’s
objectives, procedures, and compliance requirements relevant to the audit as well as audit
objectives and suggested audit procedures for determining compliance with the
requirements.”

For single audits, the Supplement replaces agency audit guides and other audit
requirement documents for individual Federal programs and specifically states which of
the following 14 compliance requirements are applicable to amajor program that may be
audited:

Activities Allowed or Unallowed

Allowable Costs/Cost Principles

Cash Management

Davis-Bacon Act

Eligibility

Equipment and Real Property Management
Matching, Level of Effort, Earmarking
Period of Availability of Federal Funds
Procurement and Suspension and Debarment

©CoNoO~WNE
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10. Program Income

11. Real Property Acquisition/Relocation Assistance
12. Reporting

13. Subrecipient Monitoring

14. Specia Tests and Provisions

The Compliance Supplement assists the auditors in determining the audit scope for the
Circular’ sinternal control requirements. For each compliance requirement, the
Supplement describes the objectives of internal control and certain characteristics that
when present and operating effectively, may ensure compliance with program
requirements. The Supplement gives examples of the common characteristics for the 5
components of internal controls (control environment, risk assessment, control activities,
information and communication, and monitoring) for the 14 compliance requirements.
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Appendix B. Objectives and Scope

Audit Report Review

Our objective for the audit report review was to determine whether the report submitted
by the auditee meets the applicable reporting standards and the Office of Management
and Budget (OMB) Circular A-133, “ Audits of States, Local Governments, and Non-
Profit Organizations,” reporting requirements. As a Federal funding agency to
Southwest Research Institute (SwRI), we performed areview of the audit report on SwRI
for the fiscal year ended September 24, 1999. We reviewed the report for compliance
with the requirements of the Single Audit Act, Single Audit Act Amendments of 1996,
and OMB Circular A-133. We focused our review on the report’ s qualitative aspects of
(1) due professional care; (2) auditor’s qualifications and independence; (3) financial
statements, compliance, and internal control reporting; (4) Schedule of Expenditures of
Federal Awards; and (5) Schedule of Findings and Questioned Costs.

Quality Control Review

Our objectives for the quality control review were to ensure that the audit was conducted
in accordance with generally accepted government auditing standards'® and generally
accepted auditing standards and whether the audit met the auditing and reporting
requirements of OMB Circular A-133. AsaFederal funding agency for the SwRI, we
conducted quality control reviews of the Ernst & Y oung LLP and the Defense Contract
Audit Agency (DCAA) audit working papers. We focused the review on the audit’s
qualitative aspects of:

auditor’ s qualifications,

independence,

due professional care,

quality control,

planning and supervision,

Federal receivables and payables,

major program determination, and

internal controls and compliance testing for major programs

We also focused the review on the working paper support for the:

Schedule of Expenditures of Federal Awards,
follow-up on prior quality control review findings,
Schedule of Findings and Questioned Costs, and
data Collection Form.

¥These standards are broad statements of the auditors' responsibilities, promulgated by the Comptroller
General of the United States.
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We organized our review by the general and field work audit standards and the required
elements of asingle audit. We emphasized the areas of major concern to the Federal
Government such as determining and auditing major program compliance and internal
controls. We conducted the review February 28 through March 7, 2001, at the San
Antonio, Texas, office of Ernst & Young LLP and the SwRI suboffice of DCAA. The
NASA Office of Inspector General has previously performed quality control reviews of
Ernst & Young LLP and DCAA at other locations.

Peer Review Reports

We reviewed the November 3, 1998, report on the most recent peer review of Ernst &
Young LLP, performed by KPMG Peat Marwick LLP. The KPMG Peat Marwick LLP
review determined that Ernst & Y oung LL P met the objectives of the quality control
review standards established by the American Institute of Certified Public Accountants
and that Ernst & Y oung LLP complied with the standards during the fiscal year ended
June 30, 1998.

We reviewed the September 27, 2000, external quality control report of DCAA,
performed by the Office of Inspector General, Department of Defense (OIG, DOD). The
OIG, DOD determined that there were no material, uncorrected noncompliances with
applicable auditing standards or audit policies and procedures for DCAA fiscal years
1997 through 1999.
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Appendix C. Quality Control Review Methodology

Report of Independent Auditors

The auditors are required to determine whether the financial statements are presented
fairly in all material respectsin conformity with generally accepted auditing principles
and are free of material misstatement. The auditors are also required to subject the
Schedule of Expenditures of Federal Awards to the procedures applicable to the audit of
the financial statements and to ensure that the amounts are fairly stated in relation to the
basic financial statements. We reviewed the Ernst & Young LLP audit programs for
accounts receivable and accounts payable and the evidence to determine whether testing
was sufficient based on an assessment of control risk to warrant the conclusion reached.
We also reviewed the working papers to determine whether they supported the
conclusion.

Schedule of Expenditures of Federal and Non-Federal Awards

The recipient is responsible for creating the Schedule of Federal Awards. The auditors
are required to audit the information in the Schedule to ensure it isfairly presented in all
material respectsin relation to the financial statements taken asawhole. We reviewed
the Defense Contract Audit Agency (DCAA) audit programs for the appropriate
procedures and traced some of the amounts to the Subsidiary Ledger and/or Trial
Balance.

Report on Compliance and on Internal Control over Financial Reporting Based on
an Audit of the Financial Statementsin Accordance with Government Auditing
Standards

The auditors are required to determine whether the recipient has complied with laws and
regulations that may have a direct and material effect in determining financial statement
amounts. The auditors are also required to obtain an understanding of internal controls
that is sufficient to plan the audit and to assess control risk. We reviewed the Ernst &
Young LLP audit programs for the appropriate procedures, the working paper
documentation, and the compliance and substantive testing performed for accounts
receivable and accounts payable.

Report on Audit of Southwest Resear ch Institute's Compliance with Requirements
Applicableto Major Program and on Internal Control Over Compliancein
Accordance with OMB Circular A-133, Contractor Fiscal Year 1999

The auditors are required to determine whether the recipient has complied with laws,
regulations, and the provisions of contracts and grant agreements that may have a direct
and material effect on each of its major Federal programs. The auditors are required to
use the procedures in the Office of Management and Budget Circular A-133 Compliance
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Supplement to determine the compliance requirements for each major program. We
reviewed the audit program for the appropriate procedures and compared the audit
program steps to those in the Compliance Supplement to determine whether the
applicable steps had been performed. We aso reviewed the working paper
documentation and its support and the compliance tests performed.

The auditors must perform procedures to obtain an understanding of internal controls
over Federal programs that is sufficient to plan an audit to support alow-assessed level of
control risk for magjor programs. The auditors must plan and perform internal controls
testing over major programs to support alow level of control risk for the assertions
relevant to the compliance requirements for each major program. We reviewed the audit
programs for the appropriate procedures, the working paper documentation, and the test
of controls performed.

Schedule of Findings and Questioned Costs

The auditors are required to prepare a Schedule of Findings and Questioned Costs that
summarizes the audit results. This schedule includes information about and related to the
audit that is not required to be identified in other parts of the audit report including: (1)
major programs audited, (2) details on findings and questioned costs (including
reportable conditions and material weaknesses), (3) dollar threshold to identify major
programs, and (4) whether the recipient is considered to be low risk. We reviewed the
audit programs for the appropriate procedures and the working paper documentation
supporting the information in the schedule.

Summary Schedule of Prior Audit Findings

The auditee is required to prepare a Summary Schedule of Prior Audit Findings that
reports the status of all audit findings from the prior audit’s Schedule of Findings and
Questioned Costs related to Federal awards. The auditor isrequired to review the
Summary Schedule of Prior Audit Findings and report as afiscal year 1999 finding
instances in which the Summary Schedule of Prior Audit Findings materially
misrepresents the status of any prior audit finding. We reviewed the audit programs for
the appropriate procedures and the working paper documentation that support the review.
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Appendix D. Follow-up on Department of Defense Office of I nspector
General Finding and Recommendation

On September 11, 1998, the Department of Defense (DOD) Office of Inspector General
(OIG) issued report number PO 98-6-017, “Quality Control Review of Ernst & Young
LLP and the Defense Contract Audit Agency, Southwest Research Institute, Fiscal Y ear
Ended September 27, 1996.” The auditorsidentified an immaterial finding related to the
Defense Contract Audit Agency (DCAA) and a material finding related to Ernst &
Young LLP. The auditors recommended corrective action on the Ernst & Young LLP
finding only. During our quality control review, we determined whether the Ernst &

Y oung LL P completed the recommended corrective action and whether the DCAA
completed the self-imposed corrective action. Our review results follow:

Immaterial Finding — I nadequate Reporting on Specific Requirements

Finding. The DOD OIG report states that the DCAA “Report on Audit of Incurred Costs
for SwWRI,” September 24, 1997, does not refer to the specific requirements of eligibility;
matching, level of effort, and/or earmarking; special reporting; and special tests and
provisions. Paragraph 13(c)(5) of the Attachment to Office of Management and Budget
(OMB) Circular A-133 and its associated Compliance Supplement require that the
auditor determine whether those compliance requirements were met. Based on the DOD
OIG review of the DCAA audit working papers, the DOD OIG determined that SwRI
was in compliance with the specific requirements. However, the DOD OIG could not
draw that conclusion by reading the report because DCAA did not identify the
requirementsin the report.

The DOD OIG has been working with DCAA to correct the audit report deficiencies;
therefore, the report contains no recommendations regarding thisfinding. Nevertheless,
DCAA agreed to train its auditors in the standard audit reporting requirements of OMB
Circular A-133.

Status of Corrective Action. The auditors met the generally accepted government
auditing standards for continuing professional education and obtained training
specifically related to OMB Circular A-133.

Material Finding — I nadequate Audit Reporting

Finding. The DOD OIG report states that the financial statement audit report of SwRI
prepared by Ernst & Young LLP for the fiscal year ended September 27, 1996, does not
contain areference to generally accepted government auditing standards (GAGAYS).
Additionally, the OIG concluded that the report did not address internal controls and
compliance in accordance with GAGAS at the financial statement level.
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The Attachment to the April 1990 version of OMB Circular A-133, paragraph 12(a),
requires that the audit be conducted in accordance with GAGAS. Paragraph 5.11 of
GAGAS requiresthat financial statement audit reports state that the audit was conducted
in accordance with GAGAS. Paragraph 5.15 of GAGAS requires that the audit report on
financia statements either describe the scope of the auditors’ testing of compliance with
laws and regulations and internal controls and present the results of those tests or refer to
separate reports containing that information.

The DOD OIG concluded that the financial statement audit report did not appropriately
cover internal controls and compliance because SwRI personnel did not properly
coordinate the audit to ensure that either Ernst & Young LLP or DCAA covered each of
the required reporting elements. DOD also concluded that the engagement letter of
agreement (contract) between Ernst & Young LLP and SwRI did not identify the required
reporting el ements.

Recommendation for Corrective Action. The DOD OIG recommended that the SwRI
obtain an audit report from Ernst & Y oung LLP that references GAGAS and addresses

internal controls and compliance in accordance with GAGAS at the financial statement

level.

Status of Corrective Action. The auditors issued the required GAGAS report related to
the financial statements for the SwRI fiscal year 1999.
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Appendix E. Other Mattersof Interest

During our report and quality control reviews, we identified issues related to reporting
and working paper documentation that should be brought to the attention of Southwest
Research Institute (SwRI) and the Defense Contract Audit Agency (DCAA) but do not
affect the results of our reviews. The issues are described below:

Notesto the Schedule of Expendituresof Federal Awards. Office of Management and
Budget (OMB) Circular A-133,8  .310(b)(4), requires SWRI to submit explanatory
notes to the Schedule of Expenditures of Federal Awards. The 1999 audit report
included an explanatory paragraph preceding the Schedul e that described the reporting
period covered, how the information was sorted, and the composition of the expenditures
(direct labor, materials, indirect expenses, other direct costs). OMB Circular A-133
requires the auditee to include notes to the Schedule that describe the significant
accounting policies used to prepare the Schedule. Future audit reports should include
explanatory notes that describe the information required by OMB Circular A-133.

Corrective Action Plan. OMB Circular A-133, 8 .315(c), requires the auditee to
prepare a corrective action plan that addresses each audit finding included in the fiscal
year 1999 auditor’s report. The 1999 corrective action plan addressed DCAA’ s finding
related to property but did not address the finding regarding costs for legal proceedings.
SwRI did not think it was necessary to address the costs because they were immaterial to
the organization overall. During our review, SWRI agreed that the audit report does not
clearly state the Institute' s position to accept the questioned costs. Future audit reports
should include a corrective action plan that addresses all findings.

Material and Applicable Compliance Requirements. OMB Circular A-133,

§ .500(d)(1) and (3), require the auditors to determine, through an audit of the
compliance requirements, whether the auditee has complied with laws, regulations, and
the provisions of contracts or grant agreements that may have a direct and material
effect on each of its major programs. The DCAA auditors identified in their working
papers the compliance requirements that do not apply to SwRI. However, the auditors
should document the reason the requirement does not apply. That is, the auditor should
state that the requirement isimmaterial or that SwRI does not engage in that type of
activity.

Prior Audit Findings. OMB Circular A-133, 8 .510(a)(7), requires the auditor to
assess the reasonabl eness of the summary schedule of prior audit findings to ensure it
materially represents the status of prior audit findings. Through the DCAA auditors' ora
explanation of the information contained in the audit file, we determined that DCAA
performed procedures to assess whether the schedule was materially represented.
However, in future audits, the follow-up procedures must be documented to allow an
independent reviewer to understand the work DCAA performed to meet this audit
reguirement.
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Documentation of Materiality. Generally accepted government auditing standards,
section 4.6, requires the auditor to consider materiality when planning the audit
procedures and evaluating the results of those procedures. American Institute of
Certified Public Accountants Statement of Position 98-3, sections 3.35 and 6.14, state
that materiality for Federal programsisin relation to each major program audited and
should be determined for each major program. DCAA did not document its working

papers for materiality related to the major program. Future working papers must include
this documentation.
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Appendix F. Defense Contract Audit Agency Response

BEFFENSE CONTIRACT AT AGENCY

DEPARTMENT OFF DEFEMSE
BT FOHIN . KE00am LD, SUNTIE 2152
FORT BELVHE, VA 1386618

P)A 1255 Aetober 17, 2001

Bdr. Alam ). Lamorcauy

Assistant [ngpector General for Andiing

Ciffice of Inspecior General

Mattanal Acronautics and Space Administration, Hesdquariers
Whashangton, DT 20846-0001

SLBELT: Commenis on Dwadl Quality Contral Roview Bepord - Aossigmenit #8000 3-00)

Dear Mr. Lamoreaux:

Thank yea for the opportanity s respond 1o the sefpescnd drall reporl. We also
appeeciale the extension of time you gave us fe submil o weilles responss, and vour willingness
b have Bls. Yera Gasmmant of your staff eveluate the DiCA A potions takeiy i respoiss #e voue
regammmends Lo,

Hnekosure 1 ia our respors to the five findings and recomanendalsons cootained in the
daft report. We have improved the decementation in Uhe working papers and permsnent file n
provide a more clear and cancise suppert of the audit work perfommed. We alse supplesicnied
DCAAs aodit repaort o incospormte the resubls of the assist audil and 1o relles the currenl Srams
of wwands not audited. M=, Carrant has reviewsd the revised working papers and sepplamenizl
audit repost. The probloms entified by your drafl report bave heen comectad, und TR AM 'S
adil FEpOET Ty be Filked Ligsaid by Fedceal ageiesss aid olbwr usirs,

Enclosure 2 is suggestsd wording changes o vour deaft repom. The suggested chengpes
mkss the comments consistent with other findings where comrective action had alresdy bom
taken, and coarectly identify a previeosly issued DCAA audil guklance memorandam referrsd 1o
im your roporl.

11 you have any questions, pleass ecnlacl me al (703) T4T-1280 or Mars Parvin,
Program Manager at (T03) 76722580, Owr e-mail nddresses ure larry uhlfelderi@deas, mil amd

Tare. parviniEdoaa, mil,

Simcerely,

AIEL e

¥R Lawrence P, Uhlfetder
Aszisiant Direciar
Pollicy and Plans
Lnclegures: 2
'
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CENTRAL REGIOMN
DEFENSE CONTRACT AUDNT AGERKCY
MEFARTHMENT OF DEFESSE
4311 CAMPUS CIRCLE RIVE RAST
IRVIRG, TS TE063-2742

RipA-3 2254 Oictober 15, 2001

Br. Alan J. Lomorees

Assisland [nspector Gereral for Auditing

Ciliee of Inspeciar General

Blatinnal Acronagics and Space Adimmistraton, Headquarters
Washingion, DC XI546-0001

SUBIECT: Commeris on Dralt Quality Contral Review Report
Amsignment Mo, A-0-00 5410

Dw:nr br. Lamoreaun:

Thank you for the opportunily 1o respand 1o (he dralt report on the qualicy comral
review of the Emet & ¥oung LLP and Deferse Caontract Audit Ageney audil of
Southwest Research Institute (SwRE) for the Dscal year (FY ) ended Scpiember 24, |99,
We alsa appreviale the extension of tine: vou gave us 16 dulbmil 2 wrillen regporse and
Wor willingeess ko have Ms. Yera Garmanl ol your siaff evalupte the DEAA aclsons laken
im resporae o your Asdings and resonmendations.

Wiz hive mproved the decunsentation in the working papers and pennanent e w
peevide @ elear and coneise suppedt of the audil work perfommed. We bave also revised
the qualification parngraph in the asdil report to incorporte ibe assst audil and @ refec
I currenl sislus of awards no yet asdited. Ms Gomani hes reviewad e rovisod
wawking papers and supplemental oudil repor ond siated that the findinps in e dralt
repart have been correcied amd the DCAA audil rupart now can be relied upon by Federal
agencies and other users, We also discussed the dradt repart recommendations with
M5, Garras arsd she agresd b tho focus of s recommendations shoubd be 1o cnsure
ihat fubare year asdits at Sw R include procedures 1o adequately address the FY 990
quality control reveew findings. As discussed with M. Gamrant, we huve mude the
suggested changes 10 the drafl repar (se2 Enelosure 23w reflect those actions and
dlisearssione.

The Fal h:lwing e comments on e quality conlral review fimlings and
TeCHm el AL,

Finding A. Interral Cantral Dacumentation and Testing
The AN Giold awdid office (FACH) did obtain on independem wunderstanding of

the imemal eontsal system are performed recessary desting of rebevani insemal conirols,
Wi agree thai the working papers could be improved ie better document the steps taben

Ercbosame |

* The referenced Enclosure 2 is not included in this report, but is available for review upon request.

See Appendix H,
OIG Comments
1 through 4*

Recommenda-
tions1 and 2.
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RA-3 2254 Cleloher 15, 21|
SUBIECT: Cormeemiz on Diradl Qualily Contsal Review Bepart
Asslgnmen Mo, A-01-015-H

ta obdain the understanding of and Lt miemal cantrals, For example, the working pepe
relwemees relating 1o oblaiming the anderstambng of intemal cootreds an the intemeal contral
chackbisl alsn combiped relenemces reluling Lo besting the internal contrals. We improwed the
warking paper docunenians by susurasizing e rebevast intemal conlrels wpen which reliance
was placed, and cnearing that the working paper refercnces were more specific. 'We pravided
this revisad docismentation o vour office asd understand ihat the Ording bas been resolved.

We will ensure Lhul falume vear audits al SwE] adequately docunyvem the audivor’s
wrlerstanding and lesting ol miermal contrals for applicabls commplimee requirements.

Finding . Heporing Hesulls of the Assis Auwdil
Recommenda-

tions 3 and 4 The FALD isswed the iniikal report on August 28, HH0. Ad the Ui of repon isseenee, il

Fa hand meot et received the asaist awdic The initiad report inchided & quealiflcarion on ke
arwards nod audated, b ded rol mention e assian awdin st was not yel received. We issmed &
supplemenial awdit report on August |3, 20001 to incorporte the assist audit thet was received
aller Augpsi X8, I, and 1o update the gualiication oo awards not yet audiled. 'We provided a
copy af the supplemenial sudil repeet U your aflice and anderstand i the Ording Bas been

) remalved. W bave propased suggestad wonding 10 MASA s quality control review deaft repon
See Appendix {see Enclosure 7} to make the comments eansistent wilh (e olber lndings where eormestive

H, OIG actiom has atreudy e akcn amd covicwad by your affice.
Comment 5

We will ensure that future fiscal year anlil reports al SwRI include appropnate
gualificalions on astsl aadils oot neceiviad and awands that were nol aslised, We seggest the
wou review The seeuly Emifcstions of some of the wording in the drufl repon relating to this
firlimg. Orihe 5138 millicn menteoned in the deaft repon, the FAD mubiled 56.8 million of
indigect costs, The costs initially rot awdited were the remaining 57 million of dimcl costs, The
assist guidil covered abour $.5 milliom of the 87 million. SwRI i responsible for obtzinmg the
audit an the remaining 56.5 millsan of direct cosls.

See Finding C Finding ©. Relying an the Work of Crhers to Tesi Procumement and Suspension and
heharment.

W belveve than the FAQ adeguaiely foflowed DCAA guidsnce in dosamenting the
rilianee placed on the Delande Comreect Manageniem Agency s (DOMA) review of Switl's
purchasing syatern. The DCAA Contract Audit Manusal (CAR ) Appendix D, Section D-302
pravide specilic i_uhﬂmc o evalusing and using the wark of gevemment cechnicsl specialisis.
In accontamce with the gusdunce, the working papers did documoent (1] the auditoc’s
understaniling of the work of the DCMA contracier purchasing system review' (CPER) team, and
{2 the degree ol reliance the auditer placed o b DUMA CPSE, meluding the it on e
resulis of oudit. W coordirabed witl the veam at the boginming ol their review 1o eraure the
review would cover the precurement snd suspersion and debament comglianes requirsment,
Based on discussions with the tzam and review of the team®s separt, we believe the weam
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ROA-3 2254
SUBMECT: Commests an Dradt Quality Canteal Eeview Report
Aszignmen Mo, A-0]1-01 500

Chcrober |5, 2001

:Iduqu:flulr covered this compleance requiremenl. The CAM does gl reguire fle BCAA sudiior
Lo speifically review the DCMA team's warking papcrs &3 a prerequisiie fiar Macing reliance on
Ihurl work. In fact, the CAM states that the auditor will wse the work of the speciulist unless
gléd;q?c:;ﬂsgbwm'}l ur::;lq:h:, ur pracalies used appear inadeguaie. [n the crse of the

&t leanm, w THe measan b belicve the Gndi 5 -]
mior i i ¥gs were wmrealklic or the procadures

I response 1o 1l drall quality contral finding, the FAD dig coorlingte with |
! ! k | y b DCMA
b beader and reviewed qlplE?hltlﬂﬂrLing papers o nesalve the Gnding (o the dmdt repon, See Appendix H
The discumentation ol ihis cocedination and review ul warking pagons was provided o waur OIG Comment 6,
oflice and we understand the finding s been rosolved. We will lorward the issoe of FEYsaing ommen

H'FH.*. CPER seam working papers o DCAS [leadguaricrs. Palscy and Plans, for coordmation
with vourr office

"r'uu.m:-' alg wiani Lo cansider menliomny i your report that DM A is new @ separale
agency and is responsilide for performang CPSRs

Fisdisg D. Opinian om the Schedule of Expenditures ol Fadaral Awarnds.
Recommenda-

The FAD did perfonn procedunds o recomeibe the Schednle of Bxpenditures of Federal fions 5 and 6.

Avanls 10 1he acceanting reconds, fimancial siatements, und incurred cogl submission. W ey
thal the working paper docunsestalian relating w 1be reconcilistion could be inproved, We
mird [nprovemnems e the working papers aokd provided the revised doounentation to your
wilice. W undergiand that finding has been resslved,

‘We will ensure hat folure fiscal yeur audils @ SwHl include sdequse working paper
documeralian an the reconcilintion of the Schedule ol Exponditures of Federal Awards i the

aceonnting records, fnmeinl stalemenis, and incwred cost submission.

Finding E. Intermal Anditors’ Docunsentavion of Fntereal Control Tests,
Recommenda-

The FACH did review the BwRI Inlermal Audol Deparimen’s working papsets relaimg 1 tion 7.

their work on understanding and 1esting imemal eoaloets 50 that reliance ceald he placsd an theic
wark, We agres that the intermal audilor’s working paper dussgmmerrialiom o e 2udil of intamal
comireds comld be improved.  The mbermel auditors revised e working papers relating 1o
chigining an understanding and tesing of imemal cosirolbs Toe the complisnces requirements they
reviewed. These revisol wocking papers were pronvided (o yuser affice, asd we undersiand that
e ondeng b Bl resolved,

We will ersure that fisture fiscal veor sudns 31 Swil incluils sdequale wodking paper
documentalian o place rellanee on the intenal control work of the SwRI [nternal Asdlitar

Deepartment Bor cach comnplinnce requirsment within the imemal awditors’ scope.
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RA-3 2254 Cictober 15, 2000
SUBIECT: Coemments om Dirall Craalivy Cowirod Review Repoi
Assignment Mo, A-H-015-10

‘Thank vou again for warking with our FAQ on the findings and the appilunaly fo
cornenenl o the deafl repart. [T youw have any questions, please contact me at (%72) T83-2513, ar
Dmvid Eck, Rugeonal Audal Manager at {9725 7532519, Char email oddresses ans
frank. sy prdrdeas mal aed gaid ook deuinmil,

Sincerely,

Eigpals

FRAKCIZ . SLIMMERS, Jr.
Feegionnl Diroctor
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Appendix G. Southwest Resear ch Institute Response

SOUTHWEST RESEARCH INSTITUTE™

b L e DD & poif GRS LIRS R L AN TOHE, TEDAS TR Bl LI, = 1o ¢l FiNl WA ey (U

SEHT VIh FPRE--202-358-3325L1

October 17, 2001

Mr. ARlan J. Lamdresind

hotins Assistant Inspector Gansral for Rwlits
office af che Inspector Ganeal

HaLlonal Asropautics and Space Administraeicm
Headquartersa

waghington, Of 20546-0001

Ra: Draft Repart on the fuality Contaol Recriew of Egmgt & Young
LLF And Defensa Conbtreck Rudit Rgency Awdib of Southwesc
Feesarch Instilute for the Fiscal Year Ended Soptesber 234,

1983
Asxeismment Ho. A-0L-015-00

Desr ME. LamDraaty:

Refercnoe ig made to Ethe e-mail ravision al epgloaure 1 kD
Recommendacion € of the referapsed draft report thab was recalved
garlier Chias month.

Zonbhwest Research Insbitute [EWRII will oontact its cognizantC
audit agency to ooordinsts the reguired avdit activitiss and
responsikilities among tha apditer partics and slasaified anditess
and DwRI concurs with the revised draft recommendetion. By so
doing sod contimming to work with our Security Dopartment, W will
attampt to cobRafin asserance That &oy federal funds in thesasa

prograns are properly expended.
ﬂinct:el}ni\

AFearpandl
Soniroller

Encloagre

m‘ SCTNGHT, WICHIAAH 605 M & FOURTON, TGS [FIN AT ¢ eeSied I G, ) M-

*The referenced Enclosure 1 is not included in this report, but is available for review upon request.
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Appendix H. OIG Comments on Defense Contract Audit Agency
Response

The Defense Contract Audit Agency (DCAA) provided the following general comments
as Enclosure 1 in itsresponse to our draft report. This appendix also addresses editorial
comments DCAA made to the draft report and included them as Enclosure 2 in its
response (see Appendix F). Our responses to these comments are also presented.

DCAA Comment. DCAA suggested wording for this report to reflect that certain
auditing deficiencies existed at the time of the quality control review, but that the
conditions have been corrected to the satisfaction of the Office of Inspector General
(OIG). In addition, the recommendations should be directed to the Regional Director,
Central Region, instead of the Director, DCAA.

1. OIG Comments. The narrative in both our draft and final reports accurately reflects
the condition of DCAA’ sworking papers and the audit procedures as of the last day of
our field work. Thefinal report addresses the status of all corrective actions. We have
redirected the recommendations to the Regional Director, Central Region, DCAA and
have included the Director, DCAA in our distribution.

DCAA Comment. DCAA recommended that we revise the Internal Control Testing
paragraph in Finding A to state that the auditors did not adequately document the internal
control testing performed for the fiscal year 1999 audit or compl ete the checklist sections
related to internal control testing.

2. OIG Comments. We agree that the DCAA auditors did not adequately document
their working papers to support that internal control testing had been performed. Our
evaluation of management’ s comments on recommendation 2 addressed this issue.

DCAA Comment. Thereport’sreference to PIC 730.5.5.1, “Audit Guidance on
Limitation of Audit Scope When Performing an OMB [Office of Management and
Budget] Circular A-133 Audit,” in Finding B should be Memorandum for Regional
Directors (MRD) 98-PIC-150(R).

3. OIG Comments. Werevised the report accordingly.

DCAA Comment. Revisethe condition statement in the first paragraph of Finding C to
include “adequately”: “ The DCAA auditors did not adequately plan, execute, and
document the annual review....”

4. OIG Comments. We revised the condition statement in the first paragraph
accordingly. During our quality control review, we determined that the auditors had
planned to review the Defense Logistics Agency (DLA) working papers, but were unable
to execute and document the result of the planning process because the DCAA auditors
could not obtain the working papers for review.
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DCAA Comment. DCAA suggested that the NASA OIG review the security
ramifications of some of the wording in the draft report related to Finding B. Of the
$13.8 million in classified costs discussed in the draft of the report, DCAA’ s Southwest
Research Institute (SwRI) suboffice audited $6.8 million of indirect costs. The remaining
$7.0 million of direct costs wasinitially not audited. The DCAA Field Detachment™®
audit included about $0.5 million of the $7.0 million. SwRI is responsible for obtaining
an audit on the remaining $6.5 million of direct costs.

5. OIG Comments. Prior to issuing our draft report, DCAA expressed concern about
the term “classified” in our report to identify sensitive awards. The Department of
Defense (DOD) is the cognizant agency for audit for SwRI. Therefore, we had discussed
using the term with a DOD OI G representative, who explained that the DOD OIG uses
the term and that we could also. Therefore, we did not use another term to identify the
sensitive awards.

We reviewed the DCAA Field Detachment report that identified the amount of
expenditures audited. We agree with the amounts DCAA identified in its response and
revised Finding B accordingly.

DCAA Comment. The NASA OIG may aso want to consider mentioning in the report
that the Defense Contract Management Command Agency (DCMA) is now a separate
agency and is responsible for performing contractor purchasing system reviews
(CPSR’s).

6. OIG Comments. We contacted the DCAA Headquarters, Office of Policy and Plans,
which explained that at the time of the DCAA audit, the specialist organization was
called the Defense Contract Management Command (DCMC) and included the DLA.
Early in 2001, DCMA gained independence from DCMC and now performs the CPSR’s.
We included this information in footnote 16 in Finding C.

19 See footnote 14.



Appendix |. Report Distribution

Audit Firm/Auditor

Mr. David King, Partner

Ernst & Young LLP

100 West Houston Street, Suite 1900
San Antonio, TX 78205

Mr. William H. Reed, Director

Defense Contract Audit Agency

8725 John J. Kingman Road, Suite 2345
Fort Belvoir, VA 22060-6219

Mr. Francis Summers, Regional Director
Central Region

Defense Contract Audit Agency

6321 Campus Circle Drive East

Irving, TX 75063-2742

Mr. Lawrence P. Uhlfelder

Assistant Director, Policy and Plans
Defense Contract Audit Agency

8725 John J. Kingman Road, Suite 2353
Fort Belvoir, VA 22060-6219

Mr. Jerry McAfee, Branch Manager
Defense Contract Audit Agency
Arlington Branch

1201 North Watson Road, Suite 174
Arlington, TX 76006-6223

Audited Organization

Mr. Jack S. Fernandi, Controller
Southwest Research Institute

6220 Culebra Road

San Antonio, TX 78228

Federal Officesof Inspector General
Department of Agriculture

Department of Defense
Department of Energy
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Federal Offices of Inspector General (Cont.)

Department of Health and Human Services
Department of the Interior

Department of the Treasury

Department of Transportation
Environmental Protection Agency

Federal Emergency Management Agency
National Science Foundation

Nuclear Regulatory Commission

National Aeronautics and Space Administration (NASA) Officials-in-Charge

A/Administrator

AA/Chief of Staff

AB/Associate Deputy Administrator for Institutions
B/Acting Chief Financial Officer

B/Comptroller

BF/Director, Financial Management Division
G/Acting General Counsel

H/Associate Administrator for Procurement
JM/Director, Management Assessment Division
L/Associate Administrator for Legislative Affairs

NASA Field Installation

John H. Glenn Research Center at Lewis Field
Goddard Space Flight Center

Langley Research Center

George C. Marshall Space Flight Center

Executive Office of the President

Office of Management and Budget, Office of Federal Financial Management
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NASA Assistant Inspector General for Auditing
Reader Survey

The NASA Office of Inspector General has a continuing interest in improving the
usefulness of our reports. We wish to make our reports responsive to our customers’
interests, consistent with our statutory responsibility. Could you help us by completing
our reader survey? For your convenience, the questionnaire can be completed
electronically through our homepage at http://www.hqg.nasa.gov/office/oig/hg/audits.html
or can be mailed to the Assistant Inspector General for Auditing; NASA Headquarters,
Code W, Washington, DC 20546-0001.

Report Title: Quality Control Review of Ernst & Young LLP and Defense Contract
Audit Agency Audit of Southwest Research Institute for Fiscal Year Ended
September 24, 1999 (Assignment No. A-01-015-00)

Report Number: Report Date:

Circle the appropriate rating for the following statements.

Strongly Strongly
Agree Agree | Neutral | Disagree | Disagree | N/A
1. Thereport was clear, readable, and 5 4 3 2 1 N/A
logically organized.
2. Thereport was concise and to the 5 4 3 2 1 NIA
point.
3. Weeffectively communicated the 5 4 3 2 1 N/A
audit objectives, scope, and
methodology.
4. Thereport contained sufficient 5 4 3 2 1 NIA
information to support the finding(s)
in a balanced and objective manner.
Overall, how would you ratethe report?
1 Excellent 1 Fair 1 Very Good 1 Poor 7 Good

If you have any additional comments or wish to elabor ate on any of the above
responses, please write them here. Use additional paper if necessary.



http://www.hq.nasa.gov/office/oig/hq/audits.html

How did you use the report?

How could we improve our report?

How would you identify yourself? (Select one)

(] Congressional Staff 1 Media

1 NASA Employee [l Public Interest

[ Private Citizen ] Other:

(1 Government: Federal: State: Local:

May we contact you about your comments?

Yes.
Name

Telephone Number:

No.

Thank you for your cooperation in completing this survey.



Major Contributorsto the Report

Chester A. Sipsock, Director, Financial Management Audits, Quality, and Oversight
Patrick A. Iler, Program Manager

VeraJ. Garrant, A-133 Audit Manager

Sandra L. Laccheo, Auditor-in-Charge

Nancy C. Cipolla, Report Process Manager

Karen Vance, Program Assistant
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